Arlingclose Treasury Advisors - Latest Economic Commentary and Outlook

UK Consumer Price Inflation (CPl) index rose over the quarter and the data print for May
showed CPI at 2.9%, its highest since June 2013. The effect of the fall in fuel prices was offset
by rises in a number of other categories in the CPI ‘basket’ as the fall in the value of sterling
following June 2016’s referendum result continued to feed through into higher import prices.
The most recent labour market data for April 2017 showed that the unemployment rate at 4.6%
remained at its lowest since July 1975 but that the squeeze on real wages (i.e. after inflation)
is intensifying and resulting in negative real wage growth. Q1 GDP data released in April and
revised in May showed economic activity growing at a much slower pace of 0.2%. However
recent surveys indicate that the slowdown in the first quarter is being viewed as an anomaly
and that Q2 GDP could rebound. Understandably, the Bank of England made no change to
monetary policy at its meeting on 15th June.

Commodity prices slid back during the quarter with oil falling below $50 a barrel. The primary
factor in the oil price fall was oversupply and a lack of belief in OPEC’s (Organisation of
Petroleum Exporting Countries) ability to deliver on agreed production caps of members.

Having raised rates in March, the US Federal Reserve made no change to monetary policy at the
conclusion of its meeting in May. The recent weakness witnessed in the first print of Q1 US GDP
was noted in the accompanying statement but the Fed viewed this as a transitory issue and was
of the view that the GDP path and household spending would recover during 2017. The US
Federal Reserve then increased its target range of official interest rates in June for the second
time in 2017 by 25bps (basis points) to between 1% and 1.25% and a further similar increase is
expected during the second half of 2017.

Prime Minister Theresa May called an unscheduled General Election in June, to resolve
uncertainty and in the hope of gaining an enhanced mandate to enter the forthcoming Brexit
negotiations. The surprise result has led to a minority Conservative government in a
confidence and supply arrangement with the Democratic Unionist Party. This political impasse
clearly results in an enhanced level of political uncertainty, however the potential for a so-
called hard Brexit is now diminished, reducing the associated economic headwinds for the UK
economy from a ‘no deal’ or otherwise unfavourable trade agreement.

The reaction from the markets on the election’s outcome has been fairly muted, business
confidence now hinges on the progress (or not) on Brexit negotiations, whether new trade
treaties and arrangements are successfully concluded and whether or not the UK continues to
remain part of the EU customs union post the country’s exit from the EU.

In the face of this uncertainty, Arlingclose expects the Bank of England will look through
periods of high inflation and maintain its low-for-longer stance on policy interest rates for an
extended period.

Financial markets: Gilt yields displayed some volatility with a marked uptick in late June. This
was largely due to the expectation of tapering of Quantitative Easing (QE) in the US and
Europe, which also had an impact on gilts. The yield on the 5 year benchmark gilt rose from
0.56% to 0.69% during the quarter, that on the 10-year gilt rose from 1.06% to 1.26% and the
yield on the 20-year gilt rose from 1.65% to 1.78%.



The FTSE 100 reached a record high of 7548 in May but dropped off slightly towards the end of
the quarter. The FTSE-250 and FTSE All Share indices also rose, the All Share index closing at
4002 at the end of June. Money markets rates have remained low: 1-month, 3-month and 12-
month LIBID rates have averaged 0.25%, 0.33% and 0.66% in the quarter respectively.

Credit background: UK bank credit default swaps have continued their downward trend,
reaching three year lows by the end of June. Bank share prices have not moved in any
particular pattern.

There were a few credit rating changes during the quarter. Moody’s downgraded Standard
Chartered Bank’s long-term rating to A1 from Aa3 on the expectation that the bank’s
profitability will be lower following management’s efforts to de-risk their balance sheet. The
agency also affirmed Royal Bank of Scotland’s and NatWest’s long-term ratings at Baa1.

Ring-fencing, which requires the larger UK banks to separate their core retail banking activity
from the rest of their business, is expected to be implemented within the next year. In May,
following Arlingclose’s advice, the Authority reduced the maximum duration of its deposits at
Bank of Scotland, HSBC Bank and Lloyds Bank from 13 months to 6 months as there is some
uncertainty surrounding which banking entities the Authority will be dealing with once ring-
fencing is implemented. Even where there has been a level of clarity provided regarding where
local authority customers will sit within the proposed new legal structures of the banks, it is
not yet known what the balance sheet structures of those banks will be.

QOutlook for the remainder of 2017/18

Just over a year after the UK voted to leave the EU there is still a great deal of uncertainty on
Brexit negotiations, even after Article 50 was triggered in April. To add to this, the
Conservative party lost their overall majority after they called a snap election in June meaning
that negotiations may be even harder going forward.

UK GDP growth is forecast to be around 1.6% for 2017 and 1.4% in 2018. Subdued consumer
spending will be the main driver behind this period of weaker growth, along with muted
business investment due to Brexit-related uncertainty. Arlingclose’s central case for the path
of Bank Rate over the next three years remains at 0.25%. Arlingclose believes that the high
inflation reflects the impact of sterling’s weakness on imports, and in the face of weaker
growth prospects, will be looked through by Bank of England policymakers. The likely path for
Bank Rate is for it to remain flat at 0.25%. However, there is downside risk for rates to be cut
to 0.00% in the short-term and medium-term, and scope for rates to be increased from 2019
onwards, albeit modestly to 0.50%.
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In addition, Arlingclose believes that the Government and the Bank of England have both the
tools and the willingness to use them to prevent any immediate market-wide problems leading
to bank insolvencies. The cautious approach to credit advice means that the banks currently on
the Authority’s counterparty list have sufficient equity buffers to deal with any localised
problems in the short term.



